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SUBJECT: Exenption/Alien Corporation Qualifying Investment Stock O Security

Incone/Doesn’t Apply To Corporations

DEPARTMENT AMENDMENTS ACCEPTED. Amendments reflect suggestions of previous analysis of bill as
introduced/amended

AMENDMENTS IMPACT REVENUE. A new revenue estimate is provided.

AMENDMENTS DID NOT RESOLVE THE DEPARTMENT’S CONCERNS stated in the previous analysis of hill as
introduced/amended

FURTHER AMENDMENTS NECESSARY .

DEPARTMENT POSITION CHANGED TO

REMAINDER OF PREVIOUS ANALY SIS OF BILL ASINTRODUCED/AMENDED STILL APPLIES.
X OTHER - See comments below.

SUWARY OF BILL

Under the Bank and Corporation Tax Law (B&CTL), this bill would provide that

i ncome or gain or loss fromstocks or securities would not be treated as incone
derived from California sources where such inconme is received by an alien
corporation, as defined, whose sole activity inthis state is fromtradi ng stocks
or securities for its own account, as defined under federal | aw. Furt her nor e,
such an alien corporation would not be considered to be doing business in
California for tax purposes.

This analysis will not address the bill’s provision relating to the cigarette
tax, as it does not inpact state income tax revenue or the departnent’s prograns
and operati ons.

SUWARY OF AMENDMENT

The February 18, 2000, anendnent elim nated the | anguage in the bill that would
have added the state Treasurer and a public nenber to the Franchi se Tax Board
(FTB) and woul d have provided that the FTB Chair be selected on a rotating basis.

The departnment did not analyze the bill as it was anended Septenber 10, 1999.
Because the bill was anended late in the |egislative session, there was
insufficient tine to conplete an anal ysis.

Prior to Septenmber 10, 1999, SB 1038 did not inpact the departnent and had not
been anal yzed.
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EFFECTI VE/ OPERATI VE DATE

As an urgency measure, this bill would go into effect i mediately upon signature.
However, the provision relating to the sourcing of income from stock and
securities specifies that it would apply to i ncone years begi nning on or after
January 1, 1999.

LEG SLATI VE H STORY

SB 1239 (1999/2000), would provide that inconme, gain or |oss from stocks or
securities received by an alien corporation, as defined, that trades stocks or
securities for its own account, as defined under federal |aw, would not be
treated as i ncone derived fromor attributable to California sources.

SPECI FI C FI NDI NGS

Under federal law, a foreign corporation (for California purposes a foreign
corporation is referred to as an “alien corporation”) that is engaged in a trade
or business within the United States is subject to U S. taxation on its net
income that is effectively connected with the conduct of that trade or business
within the U S

Under a “safe harbor” exception to the "engaged in a United States trade or

busi ness rule,” foreign persons (both foreign individuals and alien business
entities) that trade in stocks or securities for their own account are not
treated as engaged in an U S. trade or business. This exception covers trading
in stocks, securities, and options to buy or sell stocks or securities.

For a foreign corporation to qualify for the safe harbor, it nust not be a deal er
in stock or securities. For tax years beginning before January 1, 1998, if the
princi pal business of the foreign corporation is trading in stocks or securities
for its own account, the safe harbor generally does not apply if the principa
office of the corporation is in the United States.

In general, California |law taxes California residents on inconme fromall sources.
Nonresidents of California are subject to tax on all inconme derived from sources
within this state. California has unique rules relating to nonresidents that do
not conformto any federal nonresident alien rules.

For nonresident qualifying investment partnerships, as defined, current state | aw
provides that California source income earned frominterest, dividends, or gains
or losses fromqualifying investnment securities is not considered to be derived
from California sources. Consequently, such inconme is not subject to the
California income tax. This exclusion frominconme derived froma California
source applies regardl ess of whether the partnership has a usual place of
business in this state.

An investnment partnership is one that has at least 90% of its partnership’s costs
of its total assets invested in qualifying securities, deposits at banks or other
financial institutions, and office space and equi pnent reasonable to carry on its
activities. It also can derive no |less than 90% of its gross income from

i nterest, dividends, and gains fromthe sale or exchange of qualifying investnent
securities. An interest in a partnership is not a qualified investnment security
unl ess the partnership is an investnent partnership.
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Qualifying investnment securities include: conmmon stock, including preferred stock
or debt securities convertible into common stock, and preferred stock; bonds,
debentures, and other debt securities; foreign and donestic currency deposits and
securities convertible into foreign securities; nortgage-or asset-backed
securities secured by governnental agencies; repurchase agreenents and | oan
participations; foreign currency exchange contracts and forward and futures
contracts on foreign currencies; stock and bond index securities and futures
contracts, and other simlar financial securities and futures contracts on those
securities; regulated futures contracts; and options to purchase and sell any of
the preceding qualified investnment securities, except regulated futures
contracts.

Current state law limts those entities that can be consi dered i nvest nent
partners to the foll owi ng specified nonresident taxpayers:

an individual whose only contact with the state, with respect to qualified
i nvestment securities, is through a California broker, dealer or investnent
advi ser;

a partner, including a bank or corporation, in an investnment partnership;

the beneficiary of a qualifying estate or trust whose investnent account is
managed by a corporate fiduciary located in the state; or

a unit holder in a regulated investnent conpany.

The exclusion fromincone does not apply if the investnents are interrelated with
any other business activity of the nonresident that is distinct and separate from
the investnent activity and is conducted by the nonresident in California, or if
the investnents are acquired with the working capital of a California trade or
busi ness. A bank or corporation is not allowed to exclude the inconme if it
participates in the nmanagenent of the investnent activities or is engaged in a
unitary business with another taxpayer that participates in managing the

i nvestnent activities or has income from California sources.

For corporations, existing state | aw provides that every corporation that is

i ncorporated in California or incorporated in another jurisdiction but qualified
to do business in California is subject to the mninmumfranchi se tax. Mor eover ,
every corporation that is “doing business” in California is subject to the
corporation franchise tax. “Doing business” is defined as actively engaging in
any transaction for the purpose of financial or pecuniary gain or profit. The
franchise tax is not a tax on incone. Rat her, the franchise tax is a tax,
measured by net incone, for the privilege of doing business in the state. The
corporate franchise tax rate is 8.84% of net incone, or the $800 mi ni mum
franchi se tax, whichever is greater

For foreign corporations (alien corporations for California tax purposes),
California state | aw does not generally conformto the U S. incone sourcing rules
di scussed above in the federal |law portion of this analysis. However, for

Cal i fornia purposes, corporate taxpayers that have a water’ s-edge election in
force are required to use federal rules to deternmine U S. source incone,
including rules for foreign corporations. Existing state |aw requires
corporations with activities both inside and outside California to conbine al
activities when determ ning business inconme apportionable to the state for tax
pur poses.
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Under existing state law, if a corporation is “doing business” in this state, al
or part of its income may be taxed by California. The portion of a corporation’s
i nconme taxable by California is determ ned by an apportionment fornul a.
Ceneral ly, the anpbunt of inconme that may be apportioned to California for tax
pur poses includes incone received while engaged in activities in this state and

i ncone received from nerchandi se orders that resulted fromthose activities in
this state.

Alternatively, existing state |aw provides that corporations not organi zed or
qualified to do business in California, but that derive income from California
sources and are not “doing business” in California, are subject to the
corporation incone tax.

This bill would provide that incone, gain or |oss fromstocks or securities
received by an alien corporation, as defined, that trades stocks or securities
for its own account, as defined under federal |aw, would not be treated as i nconme
derived fromor attributable to California sources.

This bill would specify that an “alien corporation” trading stocks or securities
for its own account is not “doing business” in this state and consequently is not
subject to the mninmum franchi se tax or corporation franchi se tax.

This bill also would specify that a dealer in securities would not be all owed
t hi s excl usion.

For purposes of this bill:

“Alien corporation” means a corporation organized under the laws of a country, or
political subdivision thereof, other than the United States.

“Dealer in securities” neans a dealer in stocks or securities as defined under
the I nternal Revenue Code.

These sourcing rules would not apply to an alien corporation that itself has or
that is engaged in a unitary business with another corporation that has incone
derived fromor attributable to California sources other than the "tradi ng for
their own account in stock or securities"” incone added by this bill.

Pol i cy Consi derati ons

This bill would essentially conformCalifornia law to federal law with
respect to alien corporations trading for their own account and woul d
provide treatnment for alien corporations simlar to the treatnent allowed to
California investnent partnerships.

This bill could be interpreted to provide an advantage to alien corporations
relative to corporations organized in other states of the United States
contrary to federal constitutional limtations on discrimnatory state

taxation of interstate commerce.

| npl enent ati on Consi derati ons

This bill would specify that it applies to i ncome years begi nning on or
after January 1, 1999. However, since the bill cannot become | aw unti

2000, a retroactive inplenmentation date nay create difficulties for the
departnment. It also mght be construed to be an unauthorized gift of public
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funds. These concerns would be elimnated if the bill were anended to
provi de an operative date of January 1, 2000.

FI SCAL | MPACT

Departnmental Costs

This bill is not expected to result in significant costs to the departnent.

Tax Revenue Esti mate

Based on data and assunptions discussed below, this bill would result in
negligi ble revenue effects in any given year beginning in 2000-01. Alien
nmut ual funds (those incorporated under | aws of foreign countries) are not
currently managed from California since nanagenent from California could
result in California taxation. Wthout this bill to clarify the pass-

t hrough nature of such a fund organized in corporate form these funds woul d
probably never be managed from California because the possibility of
California taxation.

The bill would be operative for incone years beginning on or after January
1, 1999, with enactnent assuned after June 30, 2000.

Thi s anal ysis does not consider the possible changes in enpl oynent, personal
i ncome, or gross state product that could result fromthis neasure.

Tax Revenue Di scussi on

The nunber of foreign nutual funds that woul d be actively managed from
California and the extent of each conpany' s factor presence in the state
woul d determ ne the revenue inpact of this bill. To the extent these funds
establish nexus in California, their limted factor presence woul d determ ne
the | evel of taxation. Under these circunstances, the tax effect would be a
m ni mum tax of $800 nultiplied by the number of such foreign corporations.

Federal estimates in the Taxpayer Relief Act of 1997 for the provision
allow ng foreign nutual funds to be managed in the United States, were
negligi ble, less than $500, 000 annual ly.

BOARD POSI TI ON

Pendi ng.



